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Flexible Budgeting
By: Dr. Helene M. A. Ramanauskas, M.A., M.B.A., C.P.A.
Associate Professor of Accounting
De Paul University, Chicago, Illinois

(Translated from an address before the Munich
Business Economist Association on July 4, 1961,
in Munich, West-Germany.)
In our dynamic economy of today with its
wide fluctuations and rapid structural changes,
management’s greatest problem is the attain
ment of the over-all business objective in such
a way that the existence of the enterprise is
justified. Efficiency and success of an enter
prise’s management are measured by its ability
to reach the over-all objective in a satisfactory,
profitable way. Today profits are the yardstick
for evaluating management’s productivity.
It is true that profits are not the sole
objective of doing business but it is also true
that the general public and the prospective
investor judge the status of a company by its
ability to operate profitably and to grow
organically despite economical fluctuations and
structural changes. In other words, the criterion
for successful managerial activity lies in the
ability not only to preserve the enterprise’s
substance, but also to produce sufficient funds
for its organic growth and to provide a satis
factory return for the investors. Performance
of such a problematic task in an economy
like ours requires the application of modern
remedies. The manager of today no longer
can depend solely upon past experience in
solving his complex day-to-day problems: he
needs tools which provide him with effective
and intelligent control of all activities. This
necessity has led to the development of those
managerial tools, techniques, and methods,
which we call “Scientific Management.”
The most important and most widely used
tool of those developed during the past decades
is the budget. More and more modern managers
recognize the immense importance of advance
planning or budgeting of all business activities,
whether in regard to material, machines, men
or money. They recognize budgeting as a
method1 for co-ordinating the combined
intelligence of an entire organization into a
plan of action, based upon past performance
and governed by a rational judgement of factors
that will influence the course of the business
in the future. They know that budgeting is
neither just control, nor just forecasting. It is
an exacting and rigorous analysis of past
operations and a careful calculation of probable
and desired future operations. The objective

of budgeting is to substitute deliberate, wellconceived, astute business judgement for acci
dental success in enterprise management. An
over-all operation budget includes all phases
of operation for a definite future period. It
represents a formal expression of management’s
policies, plans, and goals for the enterprise
as a whole, as well as for each individual de
partment.
Budgets today are widely recognized as an
indispensable compass by which a businessman
may keep as closely as possible to a charted
course. There were and there still are business
men who say that any advance planning or
budgeting in times like ours is senseless in
view of the business uncertainties2 and the
inability to predetermine sales and costs for any
extended period. If this reference is to the
conservative or fixed budget, then such state
ments are somewhat justified, especially when
conditions change radically and cause wide
fluctuations. Fixed budgets are based upon
certain definite assumed conditions, and they
are considered as something static, against
which the actual costs are compared later,
despite the fact that the actual costs were
formed under quite different conditions than
those used as basis in the budget construction.
To illustrate this statement, consider a prac
tical example. I assume you all own a car. If
I would ask you now, “How much does the
operation of your car cost you per kilometer?”,
the majority of you would probably give me a
definite amount and only a minority would
answer, “It depends . . .” The first answer
is only a half truth and the given amount
is only then completely true if you would
add, “My car costs me 15 pfennings per kilo
meter if I operate it 30,000 kilometers a
year.” In other words, you would have to
give in addition to the basis, the kilometer
or volume factor upon which you have rested
your computations in order to make the cost
per kilometer meaningful. If, however, the
volume factor used as a base in budgeting
the operation cost of your car was 30,000
kilometers and you operated the automobile
actually only 15,000 kilometers, is the variance
between actual and budgeted costs per kilo
meter permitting you any conclusions as to
the rational or unrational use? We all know
from experience that this is not the case. We

1Matx, Curry, Frank—Cost Accounting, Chapter
19.

2C. E. Knoeppel and Edgar G. Seybold—Manag
ing for Profit.
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know that we must adjust the result first for
the difference in volume before we are able
to reach any meaningful conclusions as to
the rationality of use.
This illustration out of your every-day life
shows clearly the problems, difficulties and
limitations which adhere to every static or
fixed budget. The fact that certain expenses are
affected by fluctuations in volume limits the
use of the fixed budgets which are constructed
upon a predetermined static volume. Very
rarely is agreement with the results actually
obtained. Variances resulting from comparisons
of actual and budgeted figures must first
be adjusted for deviations from the esti
mated volume before they permit conclusions
in regard to the rationality of operating
results. Furthermore, final comparisons of
budgeted and actual costs are possible only
at the end of the budget period. For short
term comparisons for managerial control, fixed
budgets are only conditionally usable because
of their previously discussed shortcomings and
limitations.
Short-term comparisons, however, represent
a vital, indispensable tool for management. In
order to achieve a satisfactory final result,
management has to keep steadily informed
about deviations of actual costs from the ones
budgeted, so that it is in a position to take
immediate precautions to prevent jeopardizing
the desired final operating result.
A device permitting such vital short-term
comparisons is now at management’s disposition
in the form of the flexible or variable budget.
Flexible or variable budgets are schedules of
costs or expenses, indicating for the company
as a whole and/or for each subdivision how
high each cost or expense item should be at
various levels of activity. They are not, as in
the case of fixed budgets, limited to one
specific or fixed volume level. Such budgets
are said to be dynamic since they can be
readily adjusted without special difficulties to
any production volume or activity level. In
view of their adaptability to short-term con
trol tasks, these budgets are also variously
referred to as sliding-scale budgets, step
budgets, and control budgets.
The underlying principle of these budgets
is the concept of cost variability, also referred
to as the principle of flexibility. This principle
rests on the understanding that cost and
activity level are in a certain relationship to
each other, and that cost is primarily the
result of two factors, namely the passage of
time and production activity. This principle is
further based upon the perception that the
different types of cost, when compared to
various activity levels, show different modes of
behavior.
There are types of cost which do not vary

with volume or production activity, but remain
constant during a certain period of time and
are therefore called fixed costs. They are
occasioned3 by the possession of assets and the
establishment of the factors of production in
a state of “readiness to produce.” Fixed costs
can be divided principally into two types:
those which are established by management
decisions made in prior periods (depreciation,
insurance, taxes) and those resulting from
management decisions on a short-term basis
(supervisory salaries, advertising, and research
expenditures, etc.). Fixed costs may fluctuate
by reason of changes in the basic structure of
the business, methods of operation and dis
cretionary changes in management policies,
but they are not automatically influenced by
changes in activity levels. It would, however,
be wrong to assume that fixed costs are not
at all influenced by activity changes. They
remain fixed only for a certain range of ac
tivity and if this range is exceeded, fixed
costs also might increase. Let us apply this
statement to a practical situation. If a yearly
production of 30,000-50,000 units of an article
requires one superintendent and five foremen,
a yearly production of 51,000-80,000 units may
require two superintendents and seven fore
men. This basic knowledge, that even fixed
costs are static only for certain ranges of
activity, is of great importance in connection
with flexible budgeting. Another important
perception is the fact that fixed costs are
static within a certain range of activity, but
variable per unit. Applied to a practical situa
tion this would mean that if the fixed costs
are DM 1,500,000 for a production volume
of 30,000-50,000 units per year, the fixed
costs per unit at a yearly volume of 30,000
units are DM 50.00 per unit; at a yearly
volume of 50,000 units the per unit costs
would be DM 30.00. This rather obvious
effect is frequently the cause of much con
fusion. Also incorrect is the wide-spread
opinion that fixed costs are not controllable.
All fixed costs are controllable by managerial
decisions, either on a short-term or long-term
basis, and they represent one of the most
lucrative areas for cost reduction.
In addition to the fixed costs, there are
those which vary in proportion to volume or
activity since they accrue as a result of effort,
activity, or work done and not as a result of
passage of time. Those costs are called ac
tivity or volume costs or variable costs. They
are subject to short-term control and they
increase or decrease directly with changes in
activity. They are variable only in total, but
3Glenn A. Welsch—Budgeting, Profit-Planning
and Control.
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must be simple and easily understandable,
and obtainable without undue additional cler
ical expense.
Having selected a suitable factor of vari
ability for each department, the next and the
most critical step in the preparation of flexible
budgets, is to determine the variability of
each type of cost or expense by departments.
This task of classification of costs as to variabil
ity is initiated by a study of all expense
accounts in the department under considera
tion, with the final goal of identifying the
accounts that are either fixed or variable.
The remaining accounts are then considered
to be semi-variable and must be further
analyzed to identify the fixed and variable
components of cost contained therein. To
accomplish this task, "‘Scientific Management”
has developed several forceful methods: the
direct estimate method, the standby cost meth
od, the correlation method, and the graphic
correlation method, to name just some of
them. It would exceed the scope of this
address to go into the details of each method.
Summarizing however, it can be said, that
most of these methods necessarily involve an
analysis of historical costs in order to form a
basis for estimating the variability of future
costs. Some of the methods applied are of a
statistical nature; some are based upon in
dustrial engineering studies; others involve
the use of scatter graphs in order to show
visually the fixed and variable components
of a cost type.
After the modes of behavior for each type
of expense or cost are established by the use
of one of these methods, the actual preparation
of the flexible budget can be started. Variable
or flexible budgets may be constructed in a
number of different ways, but all the various
forms may be grouped under two principal
classifications: the columnar form and the
tabular form.
The budget in columnar form shows the
budget allowances by expense types for several
different volume levels of activity: i.e. for a
volume of 300,000 units, 350,000 units or
400,000 units. If the actual production volume
lies between two volume levels for which
budget figures are provided (i.e. for 320,000
units), then two approaches are possible.
Either the budget allowance nearest to the
desired volume (in our case 300,000 units)
is used, or the appropriate budget allowance
is determined by straight-line interpolation,
a method commonly applied in similar situa
tions.
Budgets in tabular form are expressed in
a formula for each expense account. The
formula indicates the constant or fixed com
ponent and the variable component of cost
(Continued on page 12)

are fixed per unit of production. This group
includes all direct and indirect production
costs, such as raw material, fuel, and wages.
This type of cost is divided again in two
groups according to their mode of behavior
in regard to activity. One group increases
always in proportion to production volume
and is therefore always static in relation to a
unit of output. The second group increases
proportionally within a certain range of opera
tions (i.e. within a range of 30,000-50,000
units), changes suddenly and then resumes
its proportional increase pattern. This group,
therefore, is fixed per unit of production only
within certain ranges of production.
The third type of cost, most difficult to
handle, is the semi-variable cost. These costs
increase or decrease with the level of activity,
but not in proportion thereto. They possess
some of the characteristics of both the fixed
and the variable costs. Their variability is
the combined result of the passage of time,
activity or volume and discretionary manage
ment policy decisions. For budget purpose they
are either treated as fixed costs within certain
ranges of activity, or they are, as more fre
quently happens, broken down in their fixed
and variable elements.
After this sketchy discussion of the peculiar
ities of cost behavior with regard to activity
levels, permit me to apply the knowledge
gained to flexible budgeting. One of the most
difficult problems in preparing flexible budgets
is the selection of a satisfactory base factor
of activity to which the different types of
cost can be related. In case of fixed costs
which are time costs and hence related to a
time unit, the choice is comparatively easy
since a time unit such as a month or a year
can be chosen. In case of variable costs,
however, a satisfactory unit to which they can
be related is frequently difficult to identify.
If only one type of output is produced, variable
costs can be related to a unit of output. On
the other hand, if more than one type of
output is produced, each having different
size and requiring different processing or
different components, some common expression
of activity must be established as a base or
factor of variability. Examples for such com
mon expressions of activity or bases are i.e.
the direct labor hours, the direct machine
hours, or the direct material used. It is fre
quently the case that one is forced to select
different appropriate bases of variability for
each department within a company. In order
to give meaningful results, the selected factor
of variability must be the one most representa
tive of the over-all activity and must bear a
true relationship to expense and output. The
unit chosen should be affected as little as
possible by variable factors other than volume,
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Limitation Periods for Assessment
of Federal Income Tax
By: Virginia O’Hern, CPA
With Haskins and Sells
Los Angeles, Calif.

For the purpose of assessing Federal income unlimited if no return is filed or if a false
taxes, the basic period of time within which or fraudulent return is filed with intent to
such assessment may be made is three years evade the tax. The burden of proving fraud
from the date of filing the income tax return. is upon the Commissioner.
While this statement appears to be a simple,
2. The period for assessment is extended
understandable rule, it has been the subject to six years from the date of filing the return
of various rulings and court decisions as to if the Commissioner’s office can prove that
the meaning of the terms used. In addition, more than 25% of gross income has been
this rule is subject to modification by excep omitted from the return. For this purpose,
tions, suspensions, and mitigations.
gross income from a trade or business is defined
In defining the three-year rule, the date by the Regulations as “the total of the amounts
of filing the return means the date the return received or accrued from the sale of goods
is received by the office of the District Di or services to the extent required to be shown
rector of Internal Revenue with the exception on the return, without reduction for the cost
that a return filed before the due date is of such sales or service.” While an over
considered to be received on the due date.
statement of the cost of goods sold and an
For this definition, the return filed means understatement of the gross income could
a complete return—one that discloses gross result in the same misstatement of net in
income, deductions, and taxable income and come, only the understatement of gross income
one that is properly signed. The filing of a would act to extend the limitation period
tentative or incomplete return does not start provided, of course, the Commissioner could
the running of the statute of limitations. If prove that more than 25% had been omitted.
any person fails to make a required return Any income disclosed on the return in such
(except for a declaration of estimated tax) or a manner as to describe its nature and amount
files a false or fraudulent return, the Com is not to be taken into account in computing
missioner’s office is authorized to prepare and the percentage of omission. For example, a
execute the required return from the in taxpayer might disclose certain income that
formation available. Inasmuch as such a re he erroneously claimed to be nontaxable. Such
turn is executed by the Commissioner or his an amount would not be considered in the
representative, it does not meet the require determination of the amount of omission since
ments for starting the running of the limitation it had been disclosed on the return although
period. The filing of a partnership return does it had not been included in taxable income.
not begin the limitation period for the partners Where a return has been filed omitting more
since such a return is considered to be an than 25% of gross income, the limitation
information return only. The filing of returns period is extended to six years even though
by the individual partners determines the start a later amended return is filed including all
of the limitation period. A return filed but gross income or omitting less than 25% of
later amended starts the running of the statu gross income. The fact that the omission of
tory period for assessment with the initial more than 25% of gross income resulted from
filing and not with the filing of the amended an honest mistake has no effect on the ex
return. Returns filed in good faith by trusts tension.
or partnerships that are later determined to
The period is also extended to six years
be corporations are deemed to be returns from the date of filing if a United States
for this definition. Returns filed by exempt stockholder of a foreign personal holding
organizations that are later determined to company fails to report his distributive share
be taxable corporations are also considered of such income and if a personal holding
to be returns for this definition.
company fails to file the information required
Following are eight exceptions to the basic by Schedule PH, Form 1120, relating to the
rule of a three-year period for assessing types of income received and the names and
addresses of certain individual stockholders.
Federal income tax.
1.
The period for assessment of tax is 3.
The period for assessment of Federal
6

income tax may be extended by mutual written
agreement between the taxpayer and the
Commissioner or his delegate. The period
agreed upon may also be extended by mutual
written agreement if the new agreement
is executed before the expiration of the period
originally agreed upon.
4. In the case of taxes of a decedent, an
estate of a decedent, or a liquidating corpora
tion, under certain circumstances, a written
request for prompt assessment may be made
and the period for assessment then becomes
limited to eighteen months from the date of
the receipt of the request by the District Di
rector’s office. It is to be noted that this re
quest does not extend the normal period if
that period expires first; it is also to be noted
this limitation does not apply where the period
is extended to six years for omission of more
than 25% of gross income or where a false
or fraudulent return has been filed.
5. Where the liability for income taxes is
transferred, as in the case of a dissolved
corporation for example, the period for assess
ment is extended for an additional year. In
cases where the liability becomes that of a
second transferee, the period is extended for
one more year or three years after the assess
ment period applicable to the original tax
payer, whichever period ends first.
6. A deficiency assessment arising from a
net operating loss carry-back may be imposed
for the year to which the loss has been
applied at any time during the period for
assessment applicable to the loss year. A loss
sustained in the calendar year 1960, for in
stance, carried back and applied to the calen
dar year 1957 would have the effect of
extending the basic limitation period for
assessing tax on the revised 1957 taxable in
come to March 15, 1964 (in the case of a
corporation). This extension would not apply
for assessment of any tax resulting from the
1957 return as originally filed.
7. Under Code Section 7121, the Com
missioner may enter into a written closing
agreement with a taxpayer. Such an agreement
precludes the assessment of additional tax for
the period covered by the agreement or in
connection with any specific item covered by
the agreement.
8. Under Code Section 7122, offers in
compromise of tax liability may be accepted
by the Government. If properly executed and
accepted, no further assessment of tax may
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be made in connection with the tax so com
promised unless there has been a concealment
or falsification of assets or a material error in
the compromise agreement.
In addition to being subject to exceptions,
the basic three-year period of limitation is
subject to various periods of suspension. In
general, suspension is effective for the time
during which the Commissioner is prevented
by law from making an assessment. For ex
ample, the law provides that a taxpayer,
residing within the United States, has ninety
days after the date of a notice of deficiency to
file a petition with the Tax Court and during
this period (plus sixty days thereafter) the
limitation period is suspended. For taxpayers
residing outside the United States, the period
of suspension is one hundred fifty days plus
sixty additional days. The limitation is also
suspended from the time an appeal is placed
on the Tax Court docket until the Tax Court
decision becomes final plus sixty days.
The last modification of the basic three-year
rule is that of mitigation. Under Code Section
1311, certain errors may be corrected where
an inequity exists even though the limitation
period has expired. In general, this section
may be applied under certain prescribed cir
cumstances whenever a tax determination
would result in double deductions or double
exclusions of income for the taxpayer or a
corresponding benefit to a related taxpayer.
For example, additional tax may be assessed
for a closed year where the taxpayer adopts an
inconsistent position either with regard to a
deduction or an income item with respect to
which the tax has been paid. To illustrate, a
taxpayer erroneously claimed a deduction in a
closed year which he now successfully main
tains belongs in a later, open year. As to an
income item, a taxpayer could include an item
of income in one year, pay the tax resulting
therefrom, and later successfully maintain that
this particular income item belonged in a prior,
closed year. Either of these inconsistent posi
tions would result in an inequity since the tax
payer would, except for this section, be allowed
a double deduction or a double exclusion of
income. Under the mitigation rule, a correc
tion may be made to the taxable income of the
closed year with respect to the item in ques
tion only. This procedure of mitigation may be
invoked under the circumstances prescribed
in every case except where an offer in com
promise has been accepted.

Education for Leadership in Accounting
By: Paul A. Christiansen, M.A., C.P.A.
Associate Professor of Accounting
The University of Kansas City
stract ideas that illuminate and allow them
more wisely to control the world in which
they live.
(3) Since the needs of men for under
standing and insight are never wholly met
and since no man can ever congratulate him
self that he has all the understanding and
insight he needs, he should early in life ac
quire the habit of turning to the liberal studies
in his leisure so that he may refresh himself
and continue his intellectual growth. Liberal
education, in short, should be continuous
throughout life.
It is not assumed that executive develop
ment can be wholly based on liberal educa
tion. There is unquestionably a body of knowl
edge all executives must have. It consists of
two parts: general vocational knowledge
properly to be acquired in schools, specific
vocational knowledge properly to be acquired
“on the job.” But liberal studies add a di
mension to executive training without which
executives will be unable to measure up to the
challenges they confront and will continue to
confront in the forseeable future.
Approaching this point the other way
around, it must not be forgotten that liberal
education is a vastly important “thing in it
self”—that it embodies a cluster of values of
high significance in themselves and for them
selves, quite apart from their specific utility to
men pursuing a particular vocation. This, too,
is recognized; executives need to appropriate
values from liberal education without getting
the idea that they are either going over to it
as the whole of their training, or wholly taking
it over as an adjunct to their vocational
development.
The effect of the tremendous transforma
tion in business management and operation is
both direct and indirect as concerning the
accountant. We have grown used to hearing
about the age of specialization in which we
live—and we must be concerned here because
surely the accountant is a specialist. However,
the accountant is also by experience a general
ist. By generalist, I mean a person whose work
brings him into contact with all phases of
activities of the business organization: financial,
through the very nature of the financial state
ments which he prepares; manufacturing or
the major operation of the business, by way of
the cost accounting work; marketing, because
of the sales records and selling expense
analyses which the accountant develops. In

Accounting has been compared facetiously,
to lava slowly rolling down a mountain side.
While the analogy may not be accurate with
regard to the speed at which the transforma
tion in accounting is occurring, the change is
surely as forceful and unrelenting as the com
parison indicates. For, truly, a revolution is
taking place in the area of accounting—a
revolution predicated on the need of coping
with many problems which have arisen out of
the technological, economic and social develop
ments of our contemporary society. The whole
concept of education for our future business
leaders has been undergoing a critical examina
tion; the findings are just now being con
sidered, and the resulting impact will be felt
in this decade of the 1960’s. The rapid ac
cumulation of new knowledge in the behavioral
sciences and the mathematical sciences is
finding substantial business applications—
promising to those who move with the times
and foreboding to those who do not do so.
We find new terms with which the accountant
is being asked to cope with some familiarity:
electronic data processing, operations research
and linear programming, etc. These terms are
in addition to ones such as generally accepted
accounting principles, cost control, standard
costs, direct costing, the Internal Revenue
Code, accelerated depreciation and so forth.
In the introduction to Toward the Liberally
Educated Executive, C. Scott Fletcher states
that during the past several years there has
been much discussion about the role of liberal
education in the development of executive
talent for business. He views the following
three conclusions as fundamental to an under
standing of the businessmen, including ac
countants, in our time:
(1) The duties which businessmen face
today and will inescapably confront tomorrow,
arising out of the economic and social roles
of business in American life, are of a magni
tude that cannot be properly grasped, let
alone successfully dealt with, except by those
who have a broad knowledge of the world and
its affairs.
(2) In terms of education the best way to
cultivate a liberal mind is through liberal
studies—studies which enlarge the understand
ing and deepen the insights of men with
regard both to men themselves and men in
their social relationships, and which, at their
highest levels, assist them to develop the
capacity successfully to deal with these ab
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The two principal reports grew out of sur
veys of business education in the United States
which were commissioned almost simultan
eously by two major national foundations.
Professors Robert Aaron Gordon of the Uni
versity of California and James Edwin Howell
of Stanford University embodied the results
of a three-year study undertaken at the re
quest, and support, of the Ford Foundation
in a report entitled “Higher Education for
Business.” The other survey was undertaken
by Professor Frank C. Pierson of Swarthmore
College at the request of the Carnegie Cor
poration. I shall hereinafter refer to them as
the Ford and Carnegie reports.
The Ford report makes three general sug
gestions regarding the accounting courses with
regard to the business students:
(1) The nonaccounting student should not
be required to take more than a one-year
course in accounting.
(2) The introductory course taken by non
accounting majors should minimize the time
spent on procedural detail, emphasizing in
stead basic theory and principles and the use
of accounting as a tool for management.
(3) As part of his training in the informa
tional and control uses of accounting, the busi
ness student should have some exposure to the
subject matter now included in courses in cost
accounting, budgeting, and analysis of financial
statements.
The Ford report does not take a stand on
the question of whether the accounting majors
and other business students should take the
same introductory accounting course. At the
University of Kansas City, we offer a separate
one-semester course entitled “Managerial Ac
counting” for nonaccounting majors; thus, our
program is within the framework of the Ford
recommendation.
The Ford report urges a “business core,” a
selection of courses which every business stu
dent should take. These consist of broad busi
ness courses dealing with and integrating the
management, personnel, finance, marketing,
economics, legal and statistical aspects of busi
ness.
The student who takes 36 to 45 hours of
business core courses, following two years of
liberal arts offerings, will have very little time
to concentrate in accounting as an under
graduate in four years or in approximately 120
semester hours. The Ford report charges that
the colleges which try to prepare their gradu
ates for the Certified Public Accountants ex
amination by the time they receive the
bachelor’s degree inevitably act as trade
schools, sacrificing breadth to cram the spe
cialized training into four years’ work. The
Ford report would limit the accounting major

short, the other divisions of the business are,
consciously or unconsciously, relaying the
latest news to the accountant with lightning
speed—and asking him to record, summarize
and interpret the financial data with the same
swiftness. To those who have blended their
specialized knowledge with the broad learning
required for direction of the entire corporate
entity the research has been continuing and
considerable. The engineers and salesmen who
in the past rose from within the company to
its presidency have been giving way to the
accountants. At the time of Robert McNa
mara’s appointment as Secretary of Defense
by the present Administration, all of the Big
Three of the automobile industry were directed
by accountants. (Mr. McNamara is, I might
also add, a former professor of accounting.)
The recent criticisms of business education,
principally by the Ford and Carnegie reports,
have been directed to it in all of its forms:
accounting, finance, marketing, retailing, per
sonnel, management, etc. One of the principal
sources of this criticism has for its target “the
low level and narrow vocational character of
much collegiate business education.” It
further charges that “well documented is the
failure of most business schools to develop
in their students the qualities of mind and
character and the kinds of professional-type
skills for which business and society have the
greatest need.” It is said that academic stand
ards must be materially raised, admission re
quirements to the business schools must be
increased, and curricula must be pruned to
reduce vocationalism and overspecialization.
These criticisms are directed at the pillars of
higher education in accounting and business,
not the downtown business colleges—which the
people in the higher education field of ac
credited universities and colleges regard with
the same disdain that the Hindu contemplates
the untouchable. William W. Werntz in the
April, 1961, issue of The Accounting Review
has noted that both reports had at least some
kind words to say for current standards and
method of accounting education—a fact that
has not been given due prominence. It is
acknowledged that within the business schools
the accounting departments have generally
attracted the more able students. Thus, ac
counting has, within the business school, some
what the same position which the natural
sciences have in the larger context of the
liberal arts colleges. Accounting has the de
served reputation of being more demanding
than the other business subjects and has come
to occupy a unique position of respect. The
reports acknowledge that accounting courses
in general are taught with more intellectual
vigor than the other business courses.
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to 12 to 18 hours of accounting in the first
four years of college. The answer is clearly a
fifth year. To attempt to cram the necessary
business fundamentals and general education,
in addition to the accounting training, into
four years is to deny the justification for the
privileged professional status which public ac
counting otherwise has the right to claim for it
self. Leaders of the CPA profession have felt
this for some time. In 1956 the American In
stitute of Certified Public Accountants in its
report “Standards of Education and Experi
ence for Certified Public Accountants,”
heralded the need for changes. The report by
its Commission on Standards of Education and
Experience for Certified Public Accountants
urged the following:
(1) College education as a requirement for
certification; (It said the profession has ma
tured to a point where this should be a condi
tion for public accountancy.)
(2) Additional academic study beyond the
undergraduate level;
(3) Eventual elimination of experience as
a prerequisite for the certificate, relying al
together on education (including internship)
as the principal method of preparation for a
career in public accountancy as a CPA.
The Ford report does not recommend a fiveyear program for those planning on a career
in private accounting; it concludes that 18
hours of accounting education are sufficient
for the nonpublic accountant. The course
content should stress the managerial use of
accounting data.
The Ford report favors an eventual “threetwo” program: three years of general educa
tion and two years of concentration on busi
ness subjects, leading to either a bachelor’s or
a master’s degree. The graduate would have
33 to perhaps 36 hours of accounting. The
Ford report favors this approach even for
the 75% of the business students who do not
major in accounting.
The Carnegie Corporation report written by
Professor Pierson was titled “The Education
of American Businessmen.” Its conclusions
generally parallel those of the Ford report.
The Carnegie report concludes that in no
major area, other than accounting, are more
than four required courses recommended for
an undergraduate major, and in accounting
only five required courses are believed neces
sary. Business schools should not jeopardize
the quality of their programs to meet CPA
certification requirements. Students who can
not complete the requirements in graduate
school can supplement their undergraduate
work by attending summer sessions, night
school or an accounting institute, it said.
The result of the greatly increased need for
10

accountants in our complicated society has
been a proliferation of specialized accounting
courses to satisfy the CPA requirements and
the wide variety of positions being created.
Instruction has emphasized form and technique
—and neglected theory.
In the introductory accounting course, with
both majors and nonmajors, it is charged that
too little attention is devoted to equipping the
business student with a knowledge of under
lying concepts, basic processes, and the role of
accounting in the business world. Since ac
counting methods are used to measure effi
ciency of effort in business and since the tools
of accounting are essential to control of the
personnel and material, the first-year course
should be more concerned with the uses and
limitations of accounting and less with tech
nique. The intermediate principles accounting
course should build on the theory presented in
the introductory one and not be a repetition.
The advanced accounting principles course,
which ordinarily deals with specialized
technical problems, can be considerably im
proved if it confines itself to valuation of the
business entity under conditions of continuity,
reorganization, combination and liquidation.
Cost accounting can be limited to a onesemester course by better coordination with
the courses in principles; greater attention
should be paid to the inadequacies of cost
determining procedures and time-consuming
practice sets should be eliminated.
The auditing course, which is one semester
in length, can adequately handle public and
internal auditing principles and procedures.
Since almost every major decision made
today is affected by tax considerations, tax
accounting is essential to the accounting cur
riculum. However, business schools are urged
to limit the number of such courses to not
more than two.
The Carnegie report declares that an even
more desirable approach to the teaching of
accounting than the mere alteration of present
courses is the new, fresh approach of man
agerial accounting. The fifteen semester hours
credit would consist of the following:
(1) Accounting Fundamentals—an intro
duction to basic concepts and procedures with
short cases to emphasize principles and their
applications;
(2) Applications of Accounting Data to the
Administrative Process—a study of accounting
reports and analytical tools in which students
are acquainted with the contributions ac
counting makes to the operation and manage
ment of business;
(3) Concepts and Procedures of Financial
Accounting—an examination of the determina
tion of income and financial position;
(Continued on page 15)

TAX FORUM
ROSEMARY HOBAN, C.P.A.

The Medical Expense Expenditure

of non-cash items will be carefully scrutinized,
particularly in the area of valuation of art
objects. The Commissioner advised that there
has been some evidence of collusion between
some dealers and appraisers in determining
a substantially higher value for the object for
deduction purposes than the taxpayer paid
for the item shortly before transferring it to
the charitable organization. As a result, tax
payers should be careful to have sufficient
evidence to substantiate the “fair market
value” of such donated articles, particularly
in the case of a deduction of a valuable paint
ing, sculpture or other item. Appraisals from
two or more independent experts are suggested
if the deduction is substantial. All taxpayers
making contributions of clothing, furniture
and other non-cash items can expect a chal
lenge as to the valuation. Gifts of listed
securities, of course, will present no problem.
Gifts of unlisted securities could present
some problem of valuation with the Com
missioner taking the unprecedented stand that
the value is lower than claimed by the taxpayer,
which is quite the reverse of his usual role
in valuation cases for gift and estate tax pur
poses. If one were planning a substantial gift
of unlisted stock to children, it would be
advisable to make such gift concurrently with
a like gift to a charitable organization. If
the Commissioner succeeded in establishing
a higher value than claimed for gift tax
purposes, it would seem that he would have
to allow an increased deduction for income
tax purposes, assuming that the charitable
contributions limitation were not exceeded.
Thus the gift tax increase could be partially
offset by the decrease in income taxes.

Taxpayers who have installed permanent
improvements in their homes for medical pur
poses frequently have joined battle with the
Internal Revenue Service over the deductibility
of such an expenditure. The general rule has
been that a medical care expenditure in the
nature of a permanent improvement to the
taxpayer’s home is not deductible. However,
in Revenue Ruling 59-411 (C.B. 1959-2,100)
the Commissioner announced he would follow
the rule set forth in Berry J. Wiseman, 174 F.
Supp. 748 (2 AFTR 2d 6015) where the
Court held that deductions were allowable
for permanent improvements if such improve
ments did not have the effect of increasing the
value of the property.
In the recent case of Raymon Gerard, 37
T.C. No. 81, the taxpayer, on the advice and
recommendation of his physician, had installed
an air conditioning unit for the purpose of
controlling as much as possible the conditions
causing the death of patients suffering from
cystic fibrosis with which his daughter was
afflicted. The total cost of the installation was
$1,300 which the taxpayer deducted as a
medical expense. The air conditioner increased
the value of petitioner’s residence by $800.
The Commissioner disallowed the deduction
because the expenditure increased the value
of the property.
The Tax Court held, in a decision reviewed
by the entire Court, “that where the taxpayer
is able to show such increase in value is less
than the expenditure the amount in excess of
value enhancement is deductible as medical
expense.”
The taxpayer’s problem now will become
one of proving that the value of his property Subchapter S. Corporations Excessive Com
is increased by less than the actual expendi pensation and Unallowable Entertainment
ture for the medical care equipment. It could
Patricia A. Perry
well behoove him to obtain such evidence at
Portland, Oregon
the time of the installation of the equipment
through appraisals from one or more qualified
There are two problems which have been
persons.
around for so long that they are like old
friends and they will be very carefully
scrutinized in all Subchapter “S” corporations.
Contributions of Non-Cash Items
These are the problems of excessive compensa
Contributions to charitable and educational tion and unallowable entertainment, and per
organizations have been encouraged through sonal expenses paid by the corporation.
the provisions of the Internal Revenue Code.
Under ordinary circumstances, only the
Not only have deductions been allowed for
cash contributions but for contributions of compensation paid to the stockholders was
securities, objects of art, and miscellaneous involved, but under this subchapter, compensa
items. The Commissioner of Internal Revenue tion paid to anyone bearing a close relation
has announced recently that all contributions ship to the stockholder is involved.
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REGIONAL MEETINGS

DISCOVER COLUMBUS IN 1962

ASWA IN ROSELAND

Eastern Regional Conference
Columbus, Ohio
May 24-27 The Deshler Hilton Hotel
A tour of Lockbourne Air Force Base
(largest SAC base in the world) on Thurs
day and a tour of Battelle Memorial
Institute (largest nonprofit independent
research institute in the world), as well
as workshops on Friday are scheduled.
The Saturday technical sessions will
include these subjects:
Preparation for the CPA Examination
Corporate Mergers
Public Offerings of Corporate Securities
Dr. Paul E. Fertig, Chairman of the
Accounting Department, Ohio State Uni
versity, will discuss “Trends in Accounting
Education” at the luncheon. The banquet
speaker will be Richard Maurer, Vice
President and Treasurer, Delta Air Lines,
Inc.
Columbus discovered America in 1492,
now you can discover Columbus in 1962.
Hazel Proffit, General Chairman
2886 High Street
Columbus, Ohio

Western Regional Conference
Portland, Oregon
June 14-17
Sheraton Hotel
The unusual opportunity to attend a
regional meeting and to participate in the
famous Rose Festival is in store. Rose
Festival events on Thursday and Friday
evening as well as a view of the parade
on Saturday morning have been scheduled.
Friday’s speakers include Howard Brune,
attorney, who will discuss how the ac
countant assists management in decision
making, and Sister Mirian Theresa, SMJM,
an expert on labor laws for women, will
review the status of minimum wage legis
lation in the U. S. today.
The banquet speaker is Dr. W. Ballen
tine Henley, educator and civic leader,
whose subject will be “The Challenge of
Leadership.” He is sponsored by General
Motors Corp.
On Sunday a special poolside brunch is
planned by the pool of the Sheraton, which
is located in the famous Lloyd Center.
Naomi Nelson, General Chairman
2934 S. E. 26th Ave.
Portland 2, Oregon

(Continued from page 5)
(i.e. Supervisory Salaries: fixed per month
DM 180,000, variable per 100 units of pro
duction zero; Direct Material: fixed per month
zero, variable per 100 units produced DM 150;
Supplies Used: fixed per month DM 200
variable per 100 units of output DM 150.)
Tabular budgets are more widely used in
actual practice because of their broad appli
cability and ease of manipulation. The tabular
form enables the construction of flexible
budgets for any desired volume of activity
within minutes, thereby giving management
the vitally needed short-term comparison tool
necessary for executive control over actual
and budgeted costs. As the captain of a ship
uses the compass to detect and adjust any
deviation from the charted course, so manage
ment may use the flexible budget to recognize
the variations between the budgeted and the
actual. I am positive that this forceful tool of
modern management will be widely utilized
by business leaders throughout the world.
1 $ = DM 3.98
1 DM = 100 Pfenning
1 Mile = 1.6093 km.

In one specific case, the Internal Revenue
Service ruled that where salaries were paid
to the stockholder’s wife and son when there
was actually no service to the corporation
performed by them, the amount was considered
and taxed as dividends to the stockholder. In
this case, where the excess is considered a
dividend instead of a deduction for salaries
the tax result would be the same, but the
deduction the corporation might be allowed for
contributions to pension or profit sharing
funds, or the amount of the charitable con
tributions deductible by the corporation would
be affected.
However, if these excessive earnings are
not treated as a cash dividend then quite a
different situation will arise.
The undistributed income would then ulti
mately be increased by this amount and all
the stockholders would have to pay tax on
the money that just one of them received.
Furthermore, the employee who received the
compensation would most likely be taxed on it
also, so we would be right back to the double
taxation we were trying to avoid in the first
place.
12

Comment and Idea Exchange
MARION E. DAVIS

ABNORMAL CREDIT LOSSES
According to Dun & Bradstreet, about 99
per cent of all commercial transactions in the
United States and Canada are on credit terms.
No manufacturer, or wholesaler or other
business enterprise can expect to follow a
general policy of selling on credit without
having some bad debt losses. These expected
losses become a cost of doing business.
But what about the “abnormal” credit
losses—the ones that can cause real trouble
for business concerns?
Consider the loss risks in the following cases:
1. Concentration of sales in a few
accounts.
2. Concentration of customers in one line
of business.
3. Concentration of customers in a par
ticular region.
4. Multitudinous small accounts.
5. Custom manufacturing in significant
amounts.
By the very nature of their business, many
firms find themselves facing one of these
situations. Among manufacturers, about one
out of every nine failures, and among whole
salers, about one out of every six failures, is
due to “receivables difficulties.”
On the other hand, if an overly cautious
credit policy is followed which restricts sales
volume, growth may be checked and profits
reduced.
“Inadequate sales” are responsible for more
than half of the failures among manufacturers
and more than two-fifths of the failures among
wholesalers.
Whether a firm is small or large, the ques
tion to be resolved is: How does the amount
of its loss-taking capacity compare with the
amount of the possible credit losses to which
it is, or may become, exposed?
For the manufacturer, wholesaler, advertis
ing agency, or other service organization deal
ing with business firms, protection against
abnormal credit losses is available through
commercial credit insurance. This special type
of insurance is an arrangement between an
insurance company and a business firm under
which the firm as the insured is guaranteed
indemnification against abnormal credit losses
arising from failure of business debtors to pay.
* * * * *

A GOOD USE FOR RED INK
Many years ago, as an identifying measure in
pricing a physical monthly inventory based on
FIFO, I used a different colored pencil (red)
for the cost taken from the current month in
voices.
The manager of the company liked it at
once because he could see at a glance which
were the items that moved fast enough to
replace in 30 days. The inventory sheets used
were adaptable for comparison.
The year end auditors liked it also because
it indicated in which month to verify prices.
They passed this on to sister corporations to
become an established procedure.
Dorothy W. Fulrath, Rockford Chapter
* * * * *

ADVERTISING RESULTS
Just how important is advertising in the
U. S. economy? Total advertising expenditures
have zoomed from $2.9 billion in 1945 to $11.1
billion in 1959. This was more than one-third
of what business spent for new plant and
equipment in 1959. The trouble with these
expenditures is that no one knows precisely
how productive they are. Why is advertising
so important in an industry like tobacco
where there is little price competition? Has
advertising helped lower prices by expanding
sales? We don’t know—and we should.
—Challenge Magazine
* * * * *
POINTS TO PONDER FROM
PREVIOUS ISSUES
“Planning is the first responsibility of man
agement. A company cannot survive unless it
plans for the future—and not just for next
year—but for several years.”
—August, 1959
* * * * *
“A business decision is only as good as the
facts and other information which serve as
the basis for the decision.”
—December, 1961
* * * * *
“Accounting is, by its very nature, a record
of the past. Its chief use to management, how
ever, is as a basis for predicting the future.
This is not to say that the past is a sure
guide to the future, but it is certainly worthy
of consideration.”

Education is man’s going forward from
cocksure ignorance to thoughtful uncertainty.
—Kenneth M. Johnson

—April, 1959
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Tips for Busy Readers
S. MADONNA KABBES, C.P.A.

“CASH-FLOW” ANALYSIS and THE FUNDS
STATEMENT by Perry Mason. American
Institute of Certified Public Accountants,
New York, 1961. 98 pages.

This study, the second to appear in the
series being prepared under the research pro
gram of the Institute, covers an area of
financial reporting which has received increas
ing attention in recent years.
Part I of the study is devoted to an analysis
of “Cash-Flow,” while Part II considers “The
Funds Statement.” Each section includes nu
merous examples chosen from the 1959 annual
reports of the 600 industrial companies used
in the annual publication “Accounting Trends
and Techniques.”

“Cash-Flow” Analysis
As used in the excerpts from the various
financial statements cited “cash-flow” may be
considered equivalent to “funds provided by
operations,” i.e. the net income as reported
on the income statement, plus the addition
of depreciation, depletion and like “nonfund”
transactions requiring no expenditure of funds
currently. The author considers “cash-flow”
to be a misnomer since it represents “neither
cash nor flow” and suggests “working-capital
flow” or “funds flow” as an improvement.
Emphasis given cash flow data varies from
a single statement in the president’s letter to
graphic presentations covering a period of
years and showing the relation existing be
tween capital expenditures, dividends paid,
and cash earnings.
One of the author’s criticisms is that in many
presentations depreciation is represented as
a “source” of funds. Rather “the amount of
funds provided by revenue-earning operations
is actually the difference between the funds
derived from revenue, less the funds used for
out-of-pocket expenses.” In no sense are the
assets retained in the business through record
ing depreciation charges set aside in a “fund”
waiting to be invested.
The author concludes, “the presentation of
cash-flow data—can be greatly improved” and
recommends “the inclusion of a well-designed
comparative funds statement in the annual
report.”

The Funds Statement

In discussing the characteristics of the funds
statement the author suggests the opening
balance sheet for a corporation could be pre

pared in such form. Sources of funds might
include proceeds of issued shares of stock
and amounts borrowed; disposition of funds
might include fixed assets acquired and the
amount retained for working capital. With
the exception of the funds provided by revenue
earning operations, such a statement would be
comparable to one prepared for any later
periods of operations for the “going concern.”
Such a statement of the financial operations
is a source of information not readily obtain
able from other financial statements. While
the term “funds” has been given various in
terpretations, the most common meaning is
“working-capital” and the majority of the
statements analyzed were presented in a form
which emphasized the changes in working
capital, or net assets. A broader concept would
include all changes in financial resources, and
give a more complete picture of financial
operations.
In the preparation of such a statement
adjustments for nonfund transactions which
affect balance sheet accounts, but do not
result in either the receipt or expenditure of
funds, must be made. Common adjustment
would be depreciation charges on fixed assets,
amortization of bond discount, goodwill, re
search costs and other intangibles. Less com
mon are adjustments for increases in accrued
liabilities such as deferred income taxes,
deferred executive compensation, and unfunded
pension costs.
The refunding of a bond issue, or con
version of bonds into stock, are important non
fund transactions and their inclusion adds to
the usefulness of the report.
Great variety existed in the form of presen
tation used in the statements analyzed. One
group listed the sources and applications and
concluded with the increase (or decrease) in
working capital; a second group started with
the working capital balance at the beginning
of the period and concluded with the balance
of working capital at the end of the period;
the third group, which the author favors,
presented the sources and applications in two
groupings with equal totals, including the
decrease or increase in working capital in the
appropriate grouping. In a few cases graphic
presentations were used either alone, or in
connection with the conventional statement
form.
Conclusions and recommendations included:

1—The funds statement should be a part of
all annual reports of corporations, and should
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be covered by the auditors’ short-form report.
2—Management should include interpretive
comments on the funds statement.
3—The title “Summary of Financial Ac
tivities” is recommended. Flexibility in the
form of presentation is suggested in order to
disclose and emphasize the importance of the
financial transactions included.
4—Comparative and cumulative funds state
ments (possibly for five or ten year periods)
should be encouraged.

What Constitutes Education?
Our word “education” is a misnomer. We
are not educating; we are domesticating.
To educate is to develop latent capabilities
so that one may be strong to overcome the
hampering obstacles of prejudice and en
vironment in reaching out for truth. To
domesticate is to train one to accept the
prejudices, and to obey the conventions of
his environment. To educate is to develop
free activity. To domesticate is to train
to a prescribed end for a prescribed purpose.
The domesticated animal, whether a biped
or a quadruped, believes what he is made
to believe, and does what he is made to do.
The educated being believes what appeals
to his reason, and thinks for himself. To
educate is to teach people how to think; to
domesticate is to teach people what to think.
—Thomas S. Clarke, from a Symposium
in The Rotarian
(Continued from page 10)
(4) Administrative Controls and Analyses—
an examination of the role of accounting in
the internal management of a firm, parti
cularly the staff function of providing informa
tion for the use of line executives.
An advanced course recommended for all
business students would be Taxation and Busi
ness Policy, a broad examination of the major
taxes, the effect of these taxes on business,
and economic reasons for the ways in which
taxes are imposed, calculated and assessed.
The revolution against the so-called voca
tional type of education which has crept into
the nation’s business schools caused John L.
Carey, executive director of AICPA, to write
in the January, 1961, issue of “The CPA” that
there is danger for the CPA profession that
preparation for accounting as a profession may
be squeezed off the campuses of many of the
best universities. Mr. Carey asserts that this
may be the opportunity for CPA’s to demon
strate the need for programs in professional
accounting at an even higher level than here
tofore. Possibly the creation of separate pro
fessional schools of accounting, like schools of
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law and medicine, will be the ultimate develop
ment.
Professor Harry Simons of the University
of California at Los Angeles wrote a report
in I960 concerning the findings of a survey of
graduates at UCLA who as students choose
accounting as their field of concentration. The
conclusions of his report indicated the follow
ing:
(1) Greater need to acquaint the student
in high school with the nature and opportuni
ties in accounting;
(2) The inadequacy of the four-year pro
gram because a stronger liberal arts back
ground become increasingly important as one
moved forward in the business world;
(3) High satisfaction with certain “tool”
courses such as business law and business
statistics;
(4) Desirability of internship for future
public accountants;
(5) Preference of a five-year curriculum in
accounting by half of the graduates.
The famed Wharton School of Finance and
Commerce of The University of Pennsylvania
announced that commencing with fall of 1961
it changed its curriculum to allot about
one-third instead of one-half of the student’s
time to business courses. The student will get
a heavier dose of courses in liberal arts, the
humanities, and natural and social sciences.
Thus, the accountants of the future, by in
tensive training in the analytical process, will
be better able to achieve the excellence re
quired in this age of Sputnik. Accounting is
a dynamic field. Accountants, as well as
scientists, need to be trained to do research.
They are faced with the necessity of con
sidering the various theories and accounting
treatment regarding price-level depreciation,
long-term leases, pension plans, determination
of net income, income tax problems (alloca
tion, credits arising from operating losses, and
deferred taxes), pooling of interests, stock
options, inventory methods, treatment of re
search and development costs—to mention
some of the broad areas.
Out of all the discontent and strain in the
business schools at the present time, there
surely will emerge a positive and constructive
pattern of change. Excellent and well-rounded
education curricula are needed for excellent
and well-rounded accountants. As a concluding
observation, let me say that I note substantial
evidence of rapid strides now being made
toward improving the education for leader
ship in accounting.
Presented before the Kansas City Chapter,
American Society of Women Accountants and
before the Midwest Hospital Association,
Kansas City during April, 1961.
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of 10 or 20 comprehensive assignments, as indicated by the length

of the baron the chart.
No time is lost as the student progresses directly to his specific

goal. Then, through the IAS Life Scholarship Privilege granted to

each Diploma Course (90 assignments) graduate, a broader knowl
edge of accounting and management can be acquired through the
study of any, or all, of the other electives, at no additional cost.

The school's 24-page

Catalogue A is available

free upon request.
Address your card or

letter to the Secretary, IAS.

INTERNATIONAL ACCOUNTANTS SOCIETY, INC.
A CORRESPONDENCE SCHOOL SINCE 1903
209 WEST JACKSON BOULEVARD • CHICAGO 6, ILLINOIS
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